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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CGERBER, Judge: Respondent, for petitioner’s 1994 taxable
year, determned a $1, 443,439 inconme tax deficiency and an

accuracy-rel ated penalty under section 6662(a),! in the anount of

1 Unless otherw se indicated, section references are to the
I nternal Revenue Code in effect for the taxable year under
(continued. . .)
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$19,253. The parties have resol ved sone of the adjustnents that
were in controversy, and the follow ng issues remain for our
consideration: (1) Wether any portion of a $4,997,896 | awsuit
settlenment is excludable under section 104(a)(2); (2) whether the
portion of the settlenent paid to petitioner’s attorneys under a
conti ngency fee arrangenent should be included in petitioner’s
gross incone; and (3) whether petitioner is |liable for an
accuracy-rel ated penalty under section 6662(a).
FI NDI NGS OF FACT?

Petitioner resided in Mbile, Al abama, at the tine his
petition was filed in this case. Petitioner purchased an
aut onobi |l e deal ership in Mbile, A abama, in 1982, and Janes R
Jordan (Jordan) was his sal es manager. Around 1985, petitioner
was advised of the availability for sale of a Toyota autonobile
dealership in Enterprise, Al abanma. Representations were nmade by
the sellers to petitioner concerning the anmount of vehicles sold
each nonth and the profits that could be expected. Petitioner
and Jordan becane interested in purchasing the Toyota deal ership
and provi ded personal information to the sellers, Toyota-GVC of

Enterprise, Inc., an Al abama corporation. Petitioner and Jordan

Y(...continued)
consideration, and Rule references are to this Court’s Rul es of
Practi ce and Procedure.

2 The parties’ stipulations of fact and exhibits are
i ncorporated by this reference.
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subsequently submtted an application and were accepted to becone
Toyot a deal ers.

Prior to entering into a deal ership agreenent, petitioner
met with an executive of Southeast Toyota Distributors, Inc.
(SET), one of a group of related conpanies that controlled the
financing and distribution of the Toyota autonobiles until they
arrived at the dealers within the regional area. On April 24,
1987, petitioner and Jordan formed an Al abama corporation, Hanmp
Giffin Toyota-GVC, Inc. (HGIG, to operate the Toyota deal ership,
whi ch was purchased on May 27, 1987. Based on representations of
SET enpl oyees and others, petitioner had invested in the
deal ership with the expectation of selling approximtely 30 cars
and 30 trucks per nonth at a profit of about $800 or $900 per
vehi cl e.

Petitioner arranged for and becanme guarantor of a $1 mllion
line of credit and personally borrowed $350,000 to | end to HGIG
to commence its business. After beginning operations, petitioner
| earned that sonme of the representations were exaggerated and/ or
false, including the ability to generate incone in the expected
anounts. Petitioner also discovered that SET encouraged deal ers
to falsely report their vehicle information in order to cause an
increase in their allocation of Toyota autonobiles. Petitioner
and Jordan did not participate in the false reporting. As a

result, HGIG did not receive as large an allocation of vehicles
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and was al so forced to accept vehicles | oaded with accessories
that were nore difficult to sell in its sales area because the
increased price for the accessories nade the selling price |less
conpetitive.

HGTG was al so forced by SET to pay fees and participate in
mul ti pl e-deal er “tent sal es” because its allocation of vehicles
was shipped to the tent |ocation rather than to the deal ership.
In addition, HGIG was required to sell SET-rel ated conpani es’
extended service policies and financing wwth respect to any “tent
sale”. Petitioner consulted SET s vice president of sales
regardi ng HGTG s poor performance, and it was suggested that
Jordan was not an effective manager and shoul d be replaced by Tom
Strickland (Strickland), who was connected with SET. Utinmately,
Strickland, beginning on April 14, 1988, becane involved with
HGTG by purchasi ng 15 percent of its shares and becomng its
presi dent and general nmanager.

In Cctober 1988, Strickland s relationship with HGIG ended,
and at that tine petitioner found that HGIG s obligation to the
fi nance conpany had not been paid under the floor plan financing
agreenent for the cars that had already been sold. HGIG s
financi al problens becane public, and petitioner experienced
great stress for which he was treated by a doctor. For the next
several nonths petitioner was occasionally hospitalized for his

condi tion, and, upon his July 1989 rel ease fromthe hospital, he
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cl osed the Toyota deal ership. 1In 1989, petitioner began seeing a
psychi atri st and was experiencing synptons of stress and anxiety
and was di agnosed as being in a state of “mmjor depression”.

During April 1989, petitioner received a purchase offer for
the Toyota deal ership, but SET would not approve a sale, and
instead SET instituted a forecl osure action agai nst HGTG On My
5, 1989, HGIG voluntarily filed for a chapter 11 bankruptcy
(reorgani zation), which was converted to a chapter 7
(l'iquidating) proceeding on Novenber 2, 1989.

During Septenber 1990, petitioner and HGIG retai ned attorney
Vincent F. Kilborn (Kilborn) by neans of a contingent fee
arrangenment under which the attorney’s fee was 52-1/2 percent of
any recovery or zero if there was no recovery. Petitioner and
HGTG were responsi ble for costs and expenses. Thereafter, an
action on behalf of petitioner and HGTG was commenced agai nst
Toyota Mdtor Sales U S. A, Inc., and rel ated conpani es, SET and
related conpanies and its officers, and others. Kilborn becane
aware of a South Carolina case involving SET and deal er
all egations of being required to nmake fal se sales reports in
order to stay in business. Ross M Goodman (Goodman) was brought
into assist in the representation. Goodman was associated with
a law firmthat was representing dealers in connection wth other

Toyot a cases.
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Goodman was aware of a North Carolina dealer’s case agai nst
SET where a State admnistrative | aw judge had i ssued extensive
findings of fact, and Goodman relied on the findings and record
in that case as a source for the allegations in petitioner’s
conpl aint against SET, et al. Kilborn and Goodnman wor ked
together to draft the final conplaint, which was filed in the
Circuit Court of Mbile County, Al abama, on or about Septenber
27, 1990. Because the conplaint was designed to replicate the
approach used in other suits, it focused on the comrercial |osses
of the dealership attributable to the defendants’ m sconduct.

The conplaint is 60 pages in |length and contains 123
jurisdictional and factual allegations and 13 counts, broadly
categorized as follows: Count |, breach of contract; count 11
prom ssory fraud; counts IIl to V, violations of the Al abam
Mot or Vehi cl e Franchise Act; count VI, felonious injury; count
VIl, interference wth business relations; count VI, wllful
m srepresentation; count |X, reckless m srepresentation; count X
suppression of material fact; count X, prom ssory fraud; count
XI'l, conspiracy; and count XIlI, violation of the Racketeer
I nfl uenced and Corrupt Organizations Act (RICO, 18 U.S. C
sections 1961 and 1964(c). The factual allegations do not
contain a claimor allegation that petitioner suffered any nental
stress or depression. The allegations in the conplaint address

t he busi ness rel ationship and the inproper and unfair tactics and
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activities of the defendants that resulted in the “dem se” of
petitioner’s and HGTG s Toyota deal ership. Likew se, the 13
counts allege injuries and damages that are commercial in nature,
and, although sone of the counts sound in tort as the cause of
action, no claimof nmental stress or depression is set forth in
the 13 counts.

Subsequent to the conplaint’s being filed, Toyota Mot or
Sales, U S. A, Inc., and Toyota Mdtor Credit Corp. (the
def endants) argued in HGIG s bankruptcy proceedi ng that Goodman
and Kilborn could not represent both petitioner’s and HGIG s
interests, and the attorneys elected to represent petitioner.
The defendants al so noved to dismss petitioner fromthe case on
the grounds that he was not a party to the deal ershi p agreenent
and that the alleged injuries were to the corporation and not
petitioner. 1In those notions and rel ated docunents, the
def endants pointed out that the conplaint focused on comerci al
harmto the corporate entity and that no clai mappeared to have
been made with respect to petitioner. The defendants’ notion was
referred to a magi strate judge, who issued a report and
recomendation that set forth a proposed denial of the
defendants’ notion, and the report was adopted by a U S. District
Court Judge. The report did not address the nerits of the cause
of action but contained the conclusion that it was premature for

a court to decide whether petitioner had standing. The report
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al so contained the recommendati on that petitioner be given |eave
to anend the conplaint and to distinguish between the
i ndividual’s claimand those derivative through the corporate
entity.

Thereafter an anmended conplaint was filed on behalf of
petitioner outlining the personal itenms of fraud and coercion and
t he personal services nature of the contract. The anended
conpl aint contained allegations that petitioner was personally
involved in the transactions with the defendants, had a financi al
stake and obligations in connection with the auto deal ership, and
was harnmed because of the flowthrough nature of HGITG an S
corporation. The anended conplaint did not contain allegations
that petitioner suffered any nental stress or depression, and no
demands were nmade for damages attributable to petitioner’s nental
stress or depression.

Late in 1993, the decision was made by petitioner and his
attorneys to attenpt settlenent. A settlenent agreenent
containing a confidentiality clause was entered into and approved
by the bankruptcy court. The total settlenent anpbunt was $6
mllion, of which $557,257 was allocated to the bankruptcy
trustee for the benefit of HGTG In addition to the $557, 257
anount for HGIG $245,501.55 of clains agai nst HGIG was
di scharged by SET and rel ated conpanies. HGIG s final Form

1120S, U.S. Inconme Tax Return for an S Corporation, for the
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peri od ended Septenber 30, 1994, was filed by the bankruptcy
trustee and reflected the $557, 257 settl enent anount, |ess clains
for attorney’'s fees and ot her deductions in the amounts of
$224,156. 25 and $1, 419.88, respectively. Petitioner did not
recei ve Schedules K-1 or copies of HGTG s Federal tax returns
that were filed during the pendency of the bankruptcy proceedi ng
for HGTG s 1991 through 1994 tax years. Petitioner was not aware
of the filing of HGITG s 1991 t hrough 1994 returns, and he did not
understand the operation or nechani cs of bankruptcy proceedings.

The settl enment agreenent and rel ease were in exchange for
petitioner’s general release of all clains against the
def endants. The | anguage of the settlenent agreenent was that it
was to cover “all pending and potential clains (including, but
not limted to, e.qg., potential nental anguish clains by Wade H
Giffin, Ill * * *) that m ght have been brought”. O the $6
mllion settlenent, $4,997,895.70 was disbursed in connection

wWith petitioner’s interests as foll ows:

Reci pi ent For Armount
Attorney M ddl ebr ooks Rei mbur semrent of expenses $250, 000. 00
Attorney Kil born Rei mbur semrent of expenses 250, 000. 00
Attorney Kil born Attorney’'s fees 944, 558. 19
Attorney M ddl ebr ooks Attorney’'s fees 894, 558. 19
Attorney Reed Attorney’'s fees 179, 915. 85
Attorneys Phillips Attorney’'s fees 25, 000. 00

& Reens
Attorneys Silver Attorney’'s fees 16, 078. 38
& Voi t
Chrysler Credit Corp. — 932, 683. 74
Heritage Inports, Inc. — 244, 853. 28
Petiti oner — 1, 260, 248. 50

Total di sbursed $4, 997, 895. 70
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Petitioner’s Federal income tax returns, beginning in 1985
or 1986, were prepared by Von A. Gammon (Ganmon), who at the tine
he prepared petitioner’s 1994 return had been practicing
accounting for 10 years. Gammon was not aware that HGIG had
filed a 1994 return. Gamon al so knew that petitioner had an
unused | oss carryover of $200,000 in connection with HGIG because
petitioner did not have sufficient basis to claimthe |oss.
Because of Gammon’s know edge of HGIG s creditors and outstandi ng
debt, he believed that any 1994 return for HGIG woul d show
| osses, which petitioner could not claimbecause he did not have
sufficient basis. Accordingly, no inconme or |oss fromHGIG was
reflected on petitioner’s 1994 return. Based on his above
under st andi ng, Gammon did not inquire about the status of HGIG s
1994 taxabl e year or whether a return was to be or had been
filed. Petitioner’s stock in HGIG was worthl ess as of Decenber
31, 1994.

OPI NI ON

The issues for our consideration in this case require an
anal ysis of whether any portion of the settlenent proceeds
received by petitioner or on his behalf may be excluded from
petitioner’s gross incone. First, we consider whether any
portion is excludabl e under section 104(a)(2). |If sonme portion

i s includable, we shall then consider whether petitioner was
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required to report the portion of the recovery paid to his
at t or neys.

Section 104(a)(2)

Except as otherw se specifically provided, gross incone
i ncludes a taxpayer’s incone from whatever source derived. See

sec. 61(a); see also Conm ssioner v. G enshaw 3 ass Co., 348 U. S.

426 (1955). Section 61(a) is broadly construed, whereas specific
excl usions fromgross i nconme nust be narrowy construed. See

Conm ssioner v. Schleier, 515 U. S. 323, 327-328 (1995). For

1994, section 104(a)(2) specifically excluded fromgross inconme
“t he anount of any damages received (whether by suit or agreenent
and whet her as |lunp suns or as periodic paynents) on account of
personal injuries or sickness”. Section 1.104-1(c), Inconme Tax
Regs., provides that “danmages received” is an anount received
(other than worknen’s conpensation) through prosecution of an
action based upon tort or tort type rights.

When damages are received pursuant to a suit or settlenent
agreenent, the nature of the underlying claimdeterm nes whet her
such damages are excludabl e under section 104(a)(2). See United

States v. Burke, 504 U. S. 229, 239 (1992); see also Metzger v.

Commi ssioner, 88 T.C. 834, 847 (1987), affd. without published

opinion 845 F.2d 1013 (3d G r. 1988). “The critical question is,
inlieu of what was the settl enent anount pai d?” Bagley v.

Commi ssioner, 105 T.C. 396, 406 (1995), affd. 121 F.3d 393 (8th
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Cr. 1997); MKay v. Comm ssioner, 102 T.C. 465, 482 (1994). For

t he taxabl e year under consideration, personal injuries included

bot h physi cal and nonphysical injuries. See Conm Ssioner V.

Schl ei er, supra at 329 n. 4.

The Suprenme Court has held that taxpayers may excl ude
damages received if the underlying cause of action giving rise to
the recovery is based upon tort or tort type rights, and the
damages are received on account of personal injuries or sickness.
See id. at 336-337.

Petitioner’s argunents are summari zed as follows: (1) The
claimfor which the settlenent was recei ved generally sounded in
tort; (2) petitioner has shown that he suffered nental and/or
physi cal ailnments in connection with actions of the defendants;
and (3) under the law of the State of Al abama, petitioner’s
clains, although generally or broadly stated as founded upon
commercial harm could have included petitioner’s nental
suffering, and therefore the settlenent is excludabl e under
section 104(a)(2).

Conversely, respondent’s argunents are sumrari zed as
follows: (1) The defendants’ actions and/or petitioner’s mental
angui sh is irrel evant because petitioner’s pl eadings were based
on a mxture of tort, tort type, and nontort clains, and the
settlenment did not distinguish between or specify any particul ar

claim (2) petitioner’s clains and the settlenent were for
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econom ¢ harmto HGIG and petitioner; and (3) the defendants were
unaware that petitioner was asserting any clains for nental
angui sh, and, accordingly, the defendants did not intend to
settle any particular clains for nental angui sh.

As previously explained, petitioner nust neet a two-prong
test for exclusion of any part of the settlenent proceeds. As to
the first part, petitioner must show that the underlying cause of
action giving rise to the recovery is based upon tort or tort
type rights. In that regard, sone of the 13 counts alleged in
t he pl eadi ngs sounded in tort, and would therefore satisfy the
first prong of the Schleier test. W note, however, that
petitioner’s factual allegations in the pleading concerned
commercial loss, and no allegations were made with respect to
petitioner’s enotional distress or sickness. |In fact, the formt
used by petitioner’s attorneys to fornul ate the pl eadi ngs was
derived from anot her proceeding that concerned fraud and
m srepresentation that resulted in commercial | oss.

Petitioner, in the trial of this case, produced testinony
from Al abama attorneys that the broad-based tort allegations in
petitioner’s pleadings would, under Al abama |aw, provide a
foundation for subsequent allegations and proof of danages caused

by personal injuries.?

3 W find it unnecessary to anal yze petitioner’s position
that he was able, at the tinme of the settlenent, to subsequently
(continued. . .)
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In summary, with respect to the first prong of the Schleier
test, petitioner has shown that some tort or tort type rights
were pleaded in the proceedi ngs, which ended in settlenent, but
there was no specific pleading of personal injury or sickness.
The nore crucial question is whether petitioner has shown that
the settlenent was received on account of personal injuries or
si ckness.

The law is well settled that the tax consequences of an
award for damages depend upon the nature of the litigation and on
the origin and character of the clainms adjudi cated, and not upon

the validity of those clains. See Bent v. Conm ssioner, 87 T.C.

236 (1986), affd. 835 F.2d 67 (3d Cr. 1987); dynn v.

Commi ssioner, 76 T.C 116, 119 (1981), affd. w thout published

opinion 676 F.2d 682 (1st G r. 1982); Seay v. Conmm ssioner, 58

T.C. 32, 37 (1972). 1In this case, petitioner received a gl obal
settlenment intended to rel ease the defendants from any clai ns
that petitioner m ght have had.

In Conm ssioner v. Schleier, supra, the Suprenme Court

cautioned that there nust be a direct |ink between the personal
injury and the recovery of damages for the section 104(a)(2)

exclusion to apply. Although petitioner has shown, by the

3(...continued)
al | ege and prove personal injuries and/or sickness. W assune
for purposes of this case that this | egal position is correct.
I rrespective of our views on that point of |aw, the outcone of
this case would remai n the sane.
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evi dence presented to this Court, that he experienced nental
angui sh and psychol ogi cal problens around the tinme of the
“dem se” of HGTG he has failed to show a direct |ink between his
ment al angui sh and the settlenment recovery. Although there is a
tangential reference to “nmental anguish” in the settl enent
agreenent as an exanple of potential clains “that m ght have been
brought”, there is no specific anmount allocated to any of the 13
counts or any potential clainms that petitioner m ght have had or
that he m ght have subsequently attenpted to perfect. Under
t hese circunstances, petitioner has not shown that there was a
direct Iink between the harmand the recovery; i.e., petitioner
has not shown that the recovery was attributable to his personal
injuries.

In addition, if the settlenent agreenent | acks express
| anguage stating what the settlenent anount was paid to settle,
then the nost inportant factor in determ ning any excl usion under
section 104(a)(2) is the intent of the payor as to the purpose in

maki ng the paynent. See Stocks v. Comm ssioner, 98 T.C. 1, 10

(1992); Knuckles v. Conm ssioner, 349 F.2d 610, 612 (10th Cr

1965), affg. T.C. Meno. 1964-33; Metzger v. Conm ssioner, 88 T.C

at 847-848. Here, the settlenment agreenent was global in nature
and was intended to settle the pending |lawsuit and any ot her
clains that m ght have been brought. There is no specific

allocation to any particular claim Mental anguish is only
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tangentially referenced as a possible claimof petitioner in
addition to those in the pending suit.
Accordingly, we are unable, in these circunstances, to find
that a specific portion of the settlenent was intended by the
defendants to settle any potential claimpetitioner mght have

had for nental anguish. See, e.g., Ranpbs v. Davis & Geck, Inc.,

224 F.3d 30 (1st GCr. 2000). W note that the Court of Appeals
for the Eleventh Crcuit recently held, based on “unique facts”,
that damages to the taxpayer’s business reputation was a personal
injury within the nmeaning of section 104(a)(2). Fabry v.

Comm ssi oner, 223 F.3d 1261, 1270 (11th Cr. 2000), revg. 111

T.C. 305 (1998). Because any appeal by petitioner would be to
the Court of Appeals for the Eleventh Crcuit, we nust consider
whet her facts in this case fall with the factual pattern upon
whi ch the taxpayers in Fabry were granted section 104(a)(2)
relief.

In Fabry the tort commtted resulted in the taxpayer’s
selling defective “nerchandi se that was said to have cheated the
* * * [taxpayer’s custoners].” 1d. Here, the tortfeasors
interfered with petitioner’s corporation’s ability to earn
income. The litigating success of petitioner and other car
deal ers agai nst these sane defendants was rooted in comerci al
| osses due to msrepresentation and fraud (attributed to the

defendants and not to petitioner). That was the focus of
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petitioner’s pleadings and clains in the case that was settl ed.
Even though, at the tine of the settlenent, petitioner m ght have
had the ability to pursue damages for his personal injuries,
there is no way, on this record, to quantify the portion of the
settlenment paynent(s) that m ght have been attributable to clains
for nmental anguish or personal injuries. The situation we
consider is different fromthe one addressed by the Court of

Appeal s for the Eleventh GCrcuit in Fabry v. Conm ssioner, supra.

Petitioner here sued for breach of contract, prom ssory fraud,

vi ol ati ons of the Al abama Mt or Vehicle Franchise Act, felonious
injury, interference with business relations, m srepresentations
and suppression of facts, and violation of RICO under title 18,

U S C The settlenent was global and intended to settle all of
petitioner’s above-referenced clains and any ot her claimthat
coul d have been filed, including personal injury. Petitioner has
not shown what portion, if any, of the settlenent was or could be
attributable to personal injury. In addition, petitioner nmade no
claimfor, and there is no show ng of, damage to his personal

busi ness reputation as opposed to HGIG s reputation

Accordingly, Fabry v. Conm ssioner, supra, is inapplicable, and

petitioner has failed to neet the second prong of the Schleier
threshold test for exclusion of the recovery under section

104(a) (2).



The Attorney’'s Fees

Petitioner contends that the $2,519,000 that was paid to his
attorneys should not be includable in gross inconme under the |ine

of cases beginning with Cotnamv. Conmm ssioner, 263 F.2d 119 (5th

Cr. 1959), revg. in part and affg. in part 28 T.C. 947 (1957).
Respondent contends that Cotnam was “w ongly deci ded”.

Respondent al so contends that if the Cotnam holding is accepted
as correct, then petitioner’s execution of the contingent fee
agreenent resulted in an assignment of a portion of petitioner’s
claimto his attorneys--a taxable disposition of property.

Since the trial and briefing in this case, several courts
have had the opportunity to consider the Cotnam holding. This
Court reconsidered its view of the Cotnam hol ding follow ng
several opinions on the subject by Courts of Appeals, including

the nore recent Estate of Carks v. United States, 202 F.3d 854

(6th Cr. 2000). After full reconsideration, this Court has
concluded that it will “continue to adhere to our holding * * *
that contingent fee agreenents * * * cone wthin the anbit of the
assi gnnent of incone doctrine and do not serve * * * to exclude

the fee fromthe assignor’s gross inconme.” Kenseth v.

Comm ssioner, 114 T.C 399, 412 (2000). Since our Kenseth

hol di ng, the Courts of Appeals for the Fifth and El eventh
Crcuits have foll owed the Court of Appeals for the Fifth

Circuit’s holding in Cotnam See Srivastava v. Comm ssioner, 220
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F.3d 353 (5th Gr. 2000), revg. in part, affg. in part, and

remanding T.C. Meno. 1998-362; Davis v. Conm ssioner, 210 F.3d

1346 (11th Cr. 2000), affg. T.C. Menp. 1998-248.

Respondent, however, raises a different theory here than the
one that was decided in Kenseth. Respondent’s primry argunment
is that Cotnam was wongly decided by the Court of Appeals. |If
this Court decides that the Cotnamrationale was correct, then
respondent argues that under the rationale of Cotnam petitioner
recogni zed gain on the initial transfer of his interest to his
att or neys.

Respondent’ s alternative argunent may be summari zed as
follows: (1) Cotnam holds “At the tinme that * * * [the taxpayer]
entered into the contingent fee contract, she had realized no
incone fromthe claim and the only use she could make of it was
to transfer a part so that she m ght have sone hope of ultimately

enjoying the remainder.” Cotnamyv. Comm ssioner, 263 F.2d at

125. (2) Odinarily the above-described transfer could result in
i ncone for the year of the transfer, depending on the
transferor’s basis, because | egal services are received in
exchange for the transfer. (3) In petitioner’s case, 1990 was
the year of transfer and 1994 the year of the recovery, but the
open transaction doctrine causes the deferral of the gain to 1994
because the amobunt or value of the transfer was not determ nable

until the lawsuit settl ement.
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In a recent opinion, the Court of Appeals for the Eleventh
Crcuit followed the Cotnam holding that the contingent | egal
fees in Alabama are not includable in a taxpayer’s gross incone
as part of the taxpayer’s |lawsuit recovery. See Davis V.

Commi ssi oner, supra. In that case, the Court of Appeals

consi dered respondent’s above-descri bed alternative argunent and
rejected it for lack of proof that the “values of the properties
exchanged” were sufficiently “unascertainable” to bring the open
transaction doctrine into play. See id. at 1348. Likew se, the
evidence in this case is insufficient to reach the question of
whet her respondent’s alternative theory would change the result.
Cf. id. at 1348 n.5.
The Court of Appeals for the Fifth Grcuit’s holding in

Cotnam as followed in Davis v. Conmm ssioner, supra, applies in

this case under the Golsen rul e because petitioner’s appeal of
our decision would be to the Court of Appeals for the El eventh
Circuit. |In that regard, decisions of the Court of Appeals for
the Fifth Crcuit prior to Septenber 30, 1981, are binding
precedent in the Court of Appeals for the Eleventh Circuit. See

Bonner v. Gty of Prichard, 661 F.2d 1206 (11th Cr. 1981).

That being the case, we hold for petitioner on this issue in
accord with the holding of the Court of Appeals to which appeal
of our decision would lie. Qur |ongstanding practice, founded in

&ol sen v. Conmmi ssioner, 54 T.C 742, 756-757 (1970), affd. 445
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F.2d 985 (10th Cr. 1971), is to follow the holding of a Court of
Appeal s where the facts are squarely on point.
There is no question that Al abama | aw applies to
petitioner’s contingent fee agreenment, and respondent has not
di stingui shed the facts here regarding the fee agreenent from

those in Cotnamor Davis. Accordingly, we hold that petitioner

is not required to include in gross incone the portion of the
recovery attributable to the legal fees.*

Section 6662

Respondent determ ned an accuracy-rel ated penalty under
section 6662 on that part of petitioner’s deficiency that was
attributable to negligence or an intentional disregard of rules
or regulations. Section 6662 permts the inposition of a 20-
percent penalty on any portion of an underpaynent of tax
attributable to negligence or an intentional disregard of rules
or regulations. The term “negligence” includes any failure to
make a reasonable attenpt to conply with the statute, and the
term “di sregard” includes careless, reckless, or intentional
disregard. Sec. 6662(c). Negligence also includes a |lack of due
care or failure to do what a reasonable and ordinarily prudent
person woul d do under the circunstances. See Ryback v.

Commi ssioner, 91 T.C 524, 565 (1988); Neely v. Comm ssioner, 85

4 Here, the parties have both stated that the legal fee in
guestion is in the amount of $2,519, 000.
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T.C. 934, 947 (1985). The penalty, however, is not inposed with
respect to any portion of an underpaynent for which there was
reasonabl e cause and a taxpayer acted in good faith. See sec.
6664(c) (1).

On brief, respondent asserts that the only adjustnents to
whi ch the negligence penalty applies are unreported interest and
di vidend income in the anpbunts of $1,996 and $3, 488,
respectively, and the anounts of $6,621 and $331, 697, which are
flowthrough itenms from HGIG s bankruptcy estate. Wth respect
to the interest and dividend itens, petitioner conceded that the
anounts were unreported, and he poses no defense with respect to
his failure to report the sane. Wth respect to the flowthrough
itenms from HGITG s bankruptcy estate, petitioner contends that he
reasonably relied on his accountant, Gammon. Reasonabl e cause
can be established if a taxpayer can show reasonable reliance on
the advice of a conpetent and experienced accountant who prepared

the return. See Weis v. Comm ssioner, 94 T.C 473, 487 (1990).

Gammon had prepared petitioner’s and petitioner’s business
entities’ Federal incone tax returns for alnbst 10 years at the
time of the preparation of petitioner’s 1994 Federal incone tax
return. Gamon was famliar with petitioner’s business and
financial matters. Gammon had prepared HGIG s returns and was
famliar with its financial condition through the tinme that HGIG

went into bankruptcy. After HGIG was in bankruptcy, Gammon was
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not privy to HGTG s financial and/or tax information. |[nstead,
those matters were within the jurisdiction of the trustee and
others. Schedules K-1 were not received by petitioner or Ganmon
fromthe HGIG bankruptcy, and Ganmon was not aware of the filing
of any Federal inconme tax return until after the filing of
petitioner’s 1994 return. Both petitioner and Ganmon were aware
of the $557, 257 settlenment and attorney’s fees and ot her
deductions in the anmounts of $224,156.25 and $1, 419.88 that were
connected with HGITG s portion of the resolution of the
l[itigation. Even though Gammon was aware of the settlenment, he
believed that the | osses and obligations of HGIG woul d cover and
elimnate any taxable inconme that nmay have been realized fromthe
settl enment recovery.

Petitioner had no expertise with respect to Federal taxes
and relied upon Gammon for all such matters. Petitioner did not
understand the operation or mechanics of the bankruptcy
proceedi ng. Under these circunstances we hold that it was
reasonable for petitioner to rely on Gammon’ s judgnment and advi ce
with respect to the flowthrough item W are surprised that
Gammon did not make inquiry of the bankruptcy trustee about any
possi ble fl owthrough fromHGIG to petitioner. Gamon’s failure
to inquire, considering petitioner’s background and know edge
about such matters, does not nmake petitioner’s reliance

unreasonabl e. Accordingly, we hold that petitioner is not liable
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for a section 6662 accuracy-related penalty with respect to the
flowthrough items from HGITG s bankruptcy. Wth respect to the
other itenms on which respondent asserted on brief that petitioner
was |iable for the penalty, petitioner has not provided a defense
and accordi ngly has not shown respondent’s determ nation on that
issue is in error.

To reflect the foregoing,

Deci sion will be entered under

Rul e 155.



